Impact of the foreign aid (official development assistance) on economic growth and economic development of Sri Lanka by Gunaranta, Pinnagala Muhandiramalage Mahinda
 
 
 
 
Impact of the Foreign Aid (Official Development Assistance) on 
 Economic Growth and Economic Development of Sri Lanka 
 
By 
 
GUNARANTA, P.M. MAHINDA 
 
 
 
 
 
 
 
 
 
 
THESIS 
 
Submitted to 
KDI School of Public Policy and Management 
in partial fulfillment of the requirements 
for the degree of 
 
MASTER OF PUBLIC POLICY 
 
 
 
2012 
  
 
 
 
 
Impact of the Foreign Aid (Official Development Assistance) on   
Economic Growth and Economic Development of Sri Lanka 
 
By 
 
GUNARANTA, P.M. MAHINDA 
 
 
 
 
 
 
 
 
 
 
THESIS 
 
Submitted to 
KDI School of Public Policy and Management 
in partial fulfillment of the requirements 
for the degree of 
 
MASTER OF PUBLIC POLICY 
 
 
 
2012 
 
Professor Shragge, Abraham  

i 
 
ABSTRACT 
 
The contribution of foreign aid as related to economic growth and economic development i.e., 
the social welfare of the people, has been a debatable subject among development experts, 
research scholars, donors and aid recipient countries in general and Sri Lanka in particular. Only 
a few empirical studies have been done to evaluate the relationship of foreign and economic 
growth as well as economic development in Sri Lanka. Many studies only summarized the  
current situation of foreign aid in Sri Lanka. They did not consider the impact of foreign aid on 
the country. This study investigates the impact of foreign aid on the economic growth and 
economic development of Sri Lanka with statistics related to foreign aid during the 20 years 
from 1990 to 2009. The empirical study shows that there is no significant relationship between 
foreign aid and economic development or economic growth of the country. The results 
emphasize that Sri Lanka has an opportunity to use the foreign aid for its economic development 
by using strategic methodology with a proper plan the future. The major goal of the study is to 
create awareness of the relationship between foreign aid and economic growth and development 
of the country. Though many aid practitioners try to show that foreign aid has a huge impact on 
development Sri Lanka, with this study we realize the real situation of  foreign aid utilization.  
The rest of the study examines the literature on foreign aid and development and investigates the 
previous foreign aid related activities in various countries and regions of the world.  This study’s 
results found that it is possible to use aid in Sri Lanka for the benefit of the general people. 
Finally, the essay makes some recommendations to maximize the benefit of the foreign aid on 
Sri Lanka’s economy.  
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CHAPTER ONE 
INTRODUCTION 
 
1.1  Overview 
 
 
Foreign Aid, received in the form of loans and grants from bilateral and multilateral development 
partners, plays an important role in meeting Sri Lanka’s development financing needs and it 
accounts for 50 per cent of the public investment, 15% of the government expenditure and 3-4% 
of GDP of the country.  
Over the past several decades, Sri Lanka has enjoyed concessional financing from multilateral 
financial agencies such as the International Development Association (IDA) of the World Bank, 
the Asian Development Bank (ADB), International Fund for Agricultural Development (IFAD), 
United Nations Development Programs (UNDP), OPEC fund, European Investment Bank and 
bilateral development partners such as Japan, South Korea, France, Austria, Germany, Denmark, 
the USA, Australia, Kuwait, Saudi Arabia, the Netherlands, Sweden, China and India. 
Concessional financing has supported many development projects in Sri Lanka.  
 
The composition and the form of external development financing have substantially changed 
over the last few years with the implementation of the government’s economic policy strategy 
under “Sri Lanka - The Emerging Wonder of Asia: Development Policy Framework of the 
Government of Sri Lanka” from 2009 and with the graduation of Sri Lanka to a middle income 
country status. Under this new development strategy China and India have emerged as two lead 
development partners. Meanwhile, Iran and Russia also extended new development assistance. 
But with a higher per capita income level, the concessional assistance from western bilateral 
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partners in general has diminished while financing in the form of export credits has taken 
increased prominence. At the end of September 2010, the country’s committed undisbursed 
foreign financing stock stood at USD 7 billion.  And Sri Lanka also has successfully tapped 
capital market financing with sovereign bond issues, the most recent being for USD one billion 
with a 10 year maturity. With all of this assistance, Sri Lanka expects 8% annual GDP growth 
rate over the next 6 year period. 
 
1.2   Foreign Aid, Economic Growth and Economic Development  
 
Foreign Aid:  Financial or technical assistance extended from one country to another country for 
development or military purposes is identified as foreign aid.  It was begun by Prussians with 
their support for then-partners in the 18
th
 century.  International organizations and some 
developed countries have started to extend assistance to countries affected by war as well as 
newly independent countries since the end of Second World War. The cold war started just after 
the Second World War and with that America extended its support with an aid basket of 
US$ 400 million to the two governments of Greece and Turkey in 1947. This was followed by 
the Marshall Plan introduced on 06
th
 June, 1947 for the purpose of rehabilitation in Europe, 
which was coordinated by Organization for European Economic Cooperation (OEEC). In 1960 
its name was changed to the Organization for Economic Cooperation and Development (OECD) 
and the U.S. and Canada also joined. OECD started to facilitate foreign aid from Western Europe 
and North America to other developing countries. Now OECD consists of 24 countries including 
Japan and Korea. In addition to the OECD member countries many other donor countries such as 
China, India, Saudi Arabia and others are providing assistance to the developing countries. 
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Foreign aid has been defined by the Development Assistance Committee (DAC) of the  
Organization for Economic Cooperation and Development in terms of Official Development 
Assistance (ODA), as government aid to developing countries for the welfare and economic 
development of the recipient country, excluding military assistance. The aid can be provided by a 
donor to a recipient  (bilateral aid) or it may be provided through multinational organizations 
(Multilateral aid) such as the World Bank , the United Nations Organization or a regional 
development bank such as ADB . There are three categories of aid: "soft" loans where the grant 
element is more than 25%, grants, and technical assistance. ODA is usually calculated on a net 
basis, after deducting the loan repayments from the gross aid amount.  
This study defines foreign aid as an ODA, excluding military assistance.  
 
Economic growth:  This term refers to increase of per capita GDP, GDP and products of the 
country. Along with increases in a country’s production, its income also increases and it is 
identified as economic growth of the particular country.  It entails an increase of the production 
in each and every sector of the economy and is measured by the annual percentage increase of 
GDP which is the value of all market and some non market goods and services produced within a 
country. This is the most comprehensive measurement of the country’s economic output that is 
usually estimated by economic statistical statistics agencies. 
 
The GDP per capita is defined as the country’s GDP divided by its total population  that is what 
average standard of living when expressed in purchasing power parity (PPP). So this is a kind of 
indicator of country’s prosperity. It shows a rough picture of a country’s productivity and 
international competitiveness. The growth rate of GDP means percentage change (increase or 
decrease) in GDP from one year to the following year. To evaluate that how economic growth 
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can feed in to economic development, it is focused on growth rate of per capita GDP as it is 
output per person rather than simply on overall output.  
 
Robert Solow (1957) argued that output is generated according to a “production function,” which 
is a mathematical relation between various input and level of output. The output of an economy 
is expressed as a function of flows from all the different types of capital that make production 
possible. He assumed that an economy-wide production function could be written in the simple 
form:  Y = AK
0.3
 L
0.7
 
Y is aggregate output, A is a number based on the level of technology, K is a quantitative 
measure of the size of the stock of manufactured capital, and L is the quantity of labor used 
during the time period. After some manipulations, the production function above converted to an 
equation for the growth rate of output per worker as a function of “total factor productivity” and 
growth rate of manufactured capital per worker. This implies that the way to raise income per 
capita and to achieve economic growth  
Growth rate of output per worker = Growth of total factor productivity + 0.3 (growth rate of 
manufactured capital per worker) 
 
Economic development: define this as the increase of economic wealth of the country for the 
benefit of its population. It represents improvement in basic human needs and other requirements 
for upgrading living standards. The ultimate goal of economic development is the well being of 
the country’s population, as they are the key beneficiaries of economic development. Economic 
development is measured qualitatively while quantitative measurement is applied to economic 
growth. 
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Foreign Aid, Economic Growth and Economic Development are burning issues confronting 
development economists and researchers today. This is simply because some of the researchers 
support the view that foreign aid leads to growth while others argue that aid does not contribute 
to economic growth and thus has a negative impact on economic development in the recipient 
country. Since the 1950s, the amount of Foreign Aid to Sri Lanka has been increasing, but there 
are controversial arguments on whether the major aim for its institution has been achieved. 
 
Foreign aid in terms of Official Development Assistance (ODA) is very important to developing 
countries in general and Sri Lanka in particular because it contributes to economic growth. 
Economic growth leads to economic development where there is equitable distribution of income. 
This research discusses in a straightforward manner the impact of aid on economic growth and 
economic development in Sri Lanka. 
 
 
1.3  Importance of the Foreign Aid on Development of Sri Lanka 
Foreign Aid has played a major role in development financing in Sri Lanka since 1970. It has 
been instrumental in bridging the savings investment gap and cushioning our balance of 
payments besides being an important source of funding for Sri Lanka’s National Development 
efforts.  
Foreign Aid has also been an important source of complementary input to human skills, 
administrative capacity, institutional building and policy reforms. In addition, attempts were 
made continuously to mobilize foreign aid in the form of investment capital and technical 
cooperation. At present, foreign aid accounts for approximately 50 percent of the public 
investment, 15 percent of Government expenditure and 3-4 percent of the GDP the country. The 
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major providers of foreign aid to Sri Lanka are multilateral agencies such as ADB, World Bank 
and UN agencies and bilateral donor countries. In addition, export credit agencies which operate 
within the ambit of export credit guarantee schemes of donor countries are financing 
development activities. At present, there are 16 bilateral donors, 9 multilateral donors and a few 
export credit agencies providing development financing to Sri Lanka.  
Development assistance is provided in the form of concessionary credits and on a grant basis. 
Concessionary credits are extended with interest low as 1% per annum and maturities extending 
up 30-40 years. In our total assistance portfolio 90% is in the form of credits and the balance is in 
grants. Of the credits 97% is on concessionary terms
1
 and the balance is on non- concessionary 
terms.
2
 
In the last ten years, the government expected  US$ 1 billion per annum and received 
approximately 850-900 US$ million in every year. More than 90% of the foreign aid is utilized 
for public development programs.  
1.4  The statement of the problem 
 
Development Aid, usually known as Official Development Assistance (ODA), is given by 
governments of developed nations themselves (Bilateral Aid) and through multilateral  
institutions such as the World Bank, UN , ADB in the form of Multilateral Aid,   as well as 
through INGOs such as Red Cross, Care International or Oxfam, and local NGOs  aimed at 
creating long-term sustainable economic development.  Since the late 1970’s, the country has 
witnessed a gradual increase in growth, but unfortunately the increase in economic growth 
                                                          
1
 Concessionary terms – low interest rate, long repayment period (30 -40 years) with grace period(5-10 years), fixed 
rate 
2
 Non concessionary terms – commercial interest rate, short repayment period (less than 20 years), grace period (0-5 
years) 
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coincides with rising prices of basic commodities. There is a lack of job opportunities; many 
educated youths are suffering from unemployment; disparity in education exists between urban 
and rural people; widespread poverty has emerged between the rural areas and undeveloped 
urban areas while around 1.4 million families are still receiving food stamps from the 
government.  This research therefore aims to find answers to the following research questions: 
I. Is there a significant relationship between Foreign Aid and Economic Growth in Sri 
Lanka? 
II. Is there a relationship between foreign aid and Economic Development in Sri Lanka?  
III. Why is the impact of ODA significant or insignificant in these areas? 
1.5  The purpose of the study 
 
 
The principal purpose of the study is to determine the impact of foreign aid on economic growth 
and economic development in Sri Lanka. The study intends to make recommendations based on 
the findings, in particular how foreign aid could be effectively managed to shape improvements 
in living standards such as good health, good education and the welfare of general public of the 
country and how can it be used for upgrading freedom of the people and their happiness which is 
the ultimate goal of the development. “The enhancement of human freedom is both the main 
object and the primary means of development. The objective of development relates to the 
valuation of the actual freedoms enjoyed by the people involved. The end and means of 
development call for placing the perspective of freedom at the center of stage.”3 
 
                                                          
3
 Amartya Sen (2001), “Development as Freedom”, 35-53. Alfred A. Knopf Publishers, New York. 
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1.5    Hypothesis of the study 
 
The hypotheses that guide this study are: 
 
Hypothesis 1(H1) :There is a significant relationship between foreign aid (ODA) and economic   
                                  growth (GDP) in Sri Lanka. 
Hypothesis 2 (H2): There is a significant relationship between foreign Aid (ODA) and                             
             economic development (HDI) in  Sri Lanka. 
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CHAPTER TWO 
LITERATURE REVIEW 
 
This chapter examines the literature which focuses on the study in following areas: 
1. Impact of Foreign Aid on Economic Growth 
2. Impact of Foreign aid on Economic Development  
3. Impact of Economic Growth on Economic Development  
2.1     Impact of Foreign Aid on Economic Growth 
 
There are many different views regarding the impact of foreign aid on the economic growth of a 
country. Some researches emphasize that there is a positive impact while some others argue that 
foreign aid has a negative impact and some hold that effects could be positive or negative 
depending on several factors related to the economic growth. 
Papanek (1973) has emphasized that foreign aid has an important effect on the growth of a 
country greater than the other variables, according to his cross-country regression analysis of 34 
countries. He further mentioned that aid is supposed to be specially designed to foster growth 
and, more importantly, is biased towards countries with a balance of payment constraint. 
According to his findings there is a negative correlation between foreign aid and domestic 
savings, which he assumes co-contributed to the growth.
4  
 
                                                          
4
 G. Panepak (1973), “Aid, Foreign Private Investment, Savings and Growth in Developing Countries” Journal of 
Political Economy  81, 120-130.  
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According to the study done by Chenery and Carter (1973), five countries including Korea, 
Taiwan, Thailand, Singapore and Kenya, were able to accelerate economic growth with foreign 
aid (ODA), while in six other cases it retarded the growth, as was the case in Chile, Ghana, India,    
Sri Lanka, Colombia and Tunisia. They used data from 50 countries over the period of 1960 to 
1970.
5 
Singh, (1985) in his study of the periods  1960-1970 and 1970- 1980 finds that the impact of 
foreign aid on economic growth is strongly positive. His conclusion is that this is especially 
possible when there is no government intervention. When government intervention is included in 
the regression it shows statistically that the effect of foreign aid gets weak. 
6
 
Aurangzeb and Thanasis (Jan. 2010) find that aid enhances growth when aid is above a certain 
threshold level . They provide some evidence by their study that aid flows are an important 
factor for large impact on growth. The result of the study supports the view that an increase in 
aid flows is required to make the aid effective in terms of growth.
7 
Snyder (1993) was able to find a important relationship between foreign aid and economic 
development of the country considering the size of the country. He stressed that, “Previous 
econometric analysis has not made allowance for the fact that larger countries grow faster but 
receive less aid.” He claims that many of the donors favor small countries for various reasons.  
First, donor countries who want support from recipient countries find better to provide aid to 
many small countries than to focus few large countries. Donors are able to get more credit by 
                                                          
5
 Hollis B. Chenery and Nicholas G Carter, “Foreign Assistance and Development Performance” American 
Economic Association, Vol. 63, No 02 (1960-1970). 
6
 Ram D. Singh, “ State Intervention, foreign Economic Aid, Savings and growth in LDCs : Some Recent Evidence”. 
KYKLOS, Vol.38, Fasc. 2(1985) , 216-232. 
7
 Zeb Aurangzeb and  Stengos Thanasis, “Foreign Aid and Economic Growth in developing Countries : Revisiting  
the evidence by using threshold regression approach”, 13 -18. 
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providing aid to small countries as the proportion of aid over GDP is much bigger that compared 
to larger countries. Second, multinational donors are pressurized to provide aid for all member 
countries and due to their feasible project size, small countries tend to have more aid than they 
expected. Third, many small countries have historical colonial relations with donor countries 
which are somewhat influential to donor’s aid decisions. The last reason is that trade normally 
has lager fraction of GDP in small countries than in large ones and therefore these countries may 
be gaining more weight in donor’s assessment.   According the model of Papanek (1972 and 
1973) which was further developed by Mosley  (1980)  and Mosley et al. (1987), Snyder taking 
three periods in to account such as 1960, 1970, 1980 to1987, has analyzed the relationship 
between foreign aid and GDP growth rate in 69 developing nations, considering country size in 
the model.  His argument is that if country size is also taken into account, the coefficient of 
foreign aid is significant and positive. If the country size is not taken into account, effect of the 
foreign aid is insignificant and very small.
8 
 
El-Kaissy and Fayissa (1999), have also made a similar conclusion as Strout and Chenery did in 
1966,  that foreign assistance accelerates growth of the economy supplementive of domestic 
capital generation (economic theory of foreign aid) . Taking into consideration  periods of 
1971to 1980, 1981 to 1990 and 1971 to 1990  these two scholars conducted this study in 77 
countries.  They emphasized that foreign aid, domestic savings, human capital and export have a 
significant positive relationship with economic growth in the 77 countries they studied.  
                                                          
8
 Donald W. Snyder (1993), “Donor Bias Toward Small Countries : An Overlooked Factor in the Analysis of 
Foreign Aid and Economic Growth.” Applied Economics, 25 481 – 488. 
12 
 
Accordingly, their conclusion is that foreign aid has a positive effect on the growth of developing 
economies.
9
 
 Ekanayake and Chatrna find that foreign aid has a mixed impact on economic growth of 
developing countries. They estimated the study model for different regions, different time 
periods and different income levels.  This study focuses on time periods of 1980 to 1989, 1990 to 
1999, 2000 to 2007, and 1989 to 2007, with data of 83 countries that are receiving aid.  When 
they consider the different time periods and foreign aid as variables, they obtained negative 
results in three cases and which indicates that foreign aid had an adverse effect on economic 
growth. 
When the model uses, different regions and foreign aid as variable, Ekanayake and Chatrna 
found adverse effects of foreign aid on growth except in the African region, which was 
exceptional as Africa receives the largest amount of foreign aid. A third comparison between 
income level and foreign aid has shown positive effects of foreign aid on growth except in low-
middle income level countries. This study’s results for the most part are also consistent with the 
earlier studies.
10
 
2.2      Impact of Foreign Aid on Economic Development 
 
Economic development increases the living standards of people while upgrading the economic 
wealth of countries. It includes the processes and policies which are important for the economic, 
political and social well being of people. It also be explained as efforts that seek to upgrade 
quality of life and economic well being by helping countries create and retain jobs and 
                                                          
9
 El-Kaissy Mohamud  and Fayissa  Bichaka (1999), “ Foreign Aid and Economic Growth of developing Countries”. 
10
 E. M.Ekanayake and Dasha Chatrna, “The effect of foreign aid on economic growth in developing countries”.  
Journal of International Business and Cultural Studies. 
13 
 
supporting incomes. While economic development involves diminishing poverty, improving 
literacy rates and life expectancy, GDP is not counted. Leisure time, freedom, environmental 
quality and social justice have been proposed as alternative measures. In addition “ Gross 
National Happiness Index” is also better measurement of economic development. 
Ö mer Erogllu and Ali Yavuz emphasized that 
“Generally, foreign aid is advocated as necessary for the promotion of economic 
development in the least developed countries (LDC's). The purpose of foreign aid 
programs to LDC's is to accelerate their economic development up to a point where a 
satisfactory rate of growth can be achieved on a self sustaining basis. Thus the general 
aim of foreign aid is to provide in each LDC a positive incentive for maximum national 
effort to increase its rate of growth. However, the effects of foreign aid on the economic 
development of developing countries have been controversial issues.” 11 
 
Le and Winters (2001) construct an argument that growth is “the primary driver for poverty 
reduction” in their study regarding the impact of foreign aid on poverty reduction in Vietnam. 
But the poor don’t enjoy any benefits from growth. Fundamental income inequality in the 
country may particularly cause  this situation. The main issue is that growth doesn’t ensure the 
access to basic needs such as education, health and clean water, especially for people in remote 
areas. But aid can play a vital role in poverty reduction if it targets the poorest regions and 
social- sector projects. As well, safety nets for the immediate relief of poverty are also important.  
An  effective  anti-poverty  aid  policy  is  likely to simultaneously  utilize  each  of these three  
                                                          
11
 Eroğlu  Ö mer and Ali Yavuz , “The role of foreign aid in economic development of developing countries”. 
14 
 
strategies:  promoting growth, direct  targeting, and safety nets. 
12
 
The study done by Shirazi, Mannap, and Muhammad  in Pakistan shows that there is  feedback 
“Granger causality”13 between ODA and GI. It means, economic growth encourages ODA and 
ODA benefits for economic growth. But, in terms of the Education Index, Human Development 
Index, and life expectancy there is only a unidirectional relationship, from ODA to them. They 
claim it is consistent with other views  that ODA contributes to human development. A proper 
management of aid contributes to human development in the case of Pakistan.
14
  
Mosley and Hudson (2001) and Gomanee and Morrissey (2002) find that foreign aid has an 
indirect impact on well-being of people and reduction of poverty.  “The hypothesis is that aid can 
improve the welfare of the poor. Part of this effect is direct, if aid is targeted on the poor, and 
part is indirect, via the transmission channel of aid-financed public spending on social services, 
education and health.”  This indirect part is represented an index of pro-poor public expenditures.    
The studies used cross-country data while using the Human Development index and infant 
mortality as measures in terms of poverty and well being. The public expenditure mediates the 
positive effects of aid on poverty and is associated with increased welfare of the poor. Aid can 
finance expenditures that improve the welfare of the poor, such as access to primary education 
and health care. In this way aid can benefit the poor without necessarily have any impact on 
measured income poverty. Benefiting the poor or improving the welfare of the poor are not 
                                                          
12 T.H. Le  and P. Winters (2001) “Aid Policies and Poverty Alleviation: Case study Vietnam”.  Asia Pacific 
Development Journal, Vol. 8, no.2,  27-44. 
13
 Granger causality is a statistical concept of causality that is based on prediction. According to Granger causality, if 
a signal X1 "Granger-causes" (or "G-causes") a signal X2, then past values of X1 should contain information that 
helps predict X2 above and beyond the information contained in past values of X2 alone. Its mathematical 
formulation is based on linear regression modeling of stochastic processes (Granger 1969). Dr. Anil Seth, University 
of Sussex, UK. 
14
 Nasim Shah Shirazi,  Turkhan AliAbdul, Mannap , and Muhammud Ali  “ Effectiveness of Foreign Aid and 
Human Development”. 
15 
 
equivalent to reducing poverty. Aid that promotes growth that in turn reduces income poverty 
has an indirect effect in reducing poverty, and presumably the welfare of the poor is increased. 
Aid which now includes its indirect effects through public pro-poor spending suggests that an 
additional 10% of foreign aid enhances human development by about 1%. 
15
 
2.3    Impact of Economic Growth on Economic Development 
According to Fisher and Clark, quoted by James Tobin (1985), economic growth is the increase 
of  GDP per capita per particular period of time or annual changing rate real GDP. When there is 
economic growth the production possibility curve shows an outward shift. It shows a mixture of 
two goods which can be produced by using all the resources of a country.  Economic growth can 
increase a country’s production of goods and services if the quality and quantity of factors of 
production increase.  
Economic growth and production possibility curve 
Agriculture Products 
                                                                                               
              
 
   Manufactured goods 
Source :  Economic growth models – Clark and Fisher 
 
                                                          
15 K. Gomanee and O Morrissey, “Evaluating Aid Effectiveness against a Poverty Reduction Criterion”.  DESG 
Conference  paper, Nottingham,  (2002)    
P.Mosley and J Hudsonaid, “Poverty  Reduction and new Conditionality” (2001) 
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Fisher and Clark interpret that development in the broad view consists of upgrading living
 
standards and diminishing poverty. But, economic growth may improve the living standards of 
mall fraction of the community while the majority remains poor. The level of development 
depends on distribution of the economic growth among the population of the country.
16
 
Laffer, Mundell and other proponents of supply side economics or Reaganomics (1981), 
emphasize that economic growth may cause  improvement of  living standards of the people. The 
portion of the population who are experiencing the benefit of the economic growth (increasing 
their income) may spend in the domestic economy which may generate an income for poor 
people of the community.
1714
 
Most of the research has included analysis based on cross-country data and some of them one 
concerned about regions to evaluate the impact of aid on growth and development. There are a 
few country case studies but they haven’t conducted deep analysis on the impact of aid for 
economic development and growth. This study is to make an assessment on the impact of foreign 
aid on economic development and economic growth of Sri Lanka. 
 
 
 
 
 
 
                                                          
16
 James Tobin, (1985) “Neoclassical Theory in America: J.B. Clark and Fisher,” Cowles Foundation Paper # 636, 
American Economic Journal Review, 75(6). 
17
 Aurther  Laffer and Robert Mundell (1981) “ Supply side Economics”. 
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CHAPTER THREE 
RESEARCH METHODOLOGY 
 
This chapter explains the methodology used for the study based on following topics: 
 Background of the study area  
 Research design 
 Research instrumentation  
 Variables data collection and methods for data analysis 
3.1   Background of the study area  
Sri Lanka is a south Asian country located in the Indian Ocean with a total land area of 65, 600 
km
2 
and her location is vital as center for connecting to the world. She is a beautiful island 
located next to the Indian sub-continent, rich with many natural resources such as mineral sands, 
gems, limestone, phosphate, natural tropical forests, and petroleum is expected in recent future. 
Sri Lanka is a unitary state and Sinhala and Tamil are the national languages while English is 
used as a communication language.
18
 The administrative capital of the country is Sri 
Jawardanepura Kotte and Colombo is the commercial capital.  
According to 2010 estimates, the GDP (PPP) was US$ 106.5 billion, GDP per capita was 
US$ 5000 while the GDP real growth rate  was 9.1% (country comparison to the world is 8). The  
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Communication Language - Sri  Lankan community consists with especially Sinhala speaking and  Tamil speaking 
people. Some people are not able to use each other languages and English is used to communicate among them 
easily.  
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composition of the economy was service 57.8%, industry 29.4% and agriculture 32.7%.  The 
unemployment rate is 5.8% and 23% of the people live below the poverty line (2008 est.) and 
inflation rate was 5.9% in 2010.   
Sri Lankan currency is Rupees (Rs.) and its exchange rate against the US$ is $ 1 equal to Rs. 
109.4.  
The population is 20.2 million; the majority is Sinhala (73.8 percent) while Tamil, Muslim and 
some others are minority.  According to the 2010 data, the literacy rate of the adults is 94%,  life 
expectancy at birth is 75.73 years, infant mortality rate 9.7 / 1000 live births, the death rate is 
5.92/1000 but birth rate is 17.42/1000 while population growth rate is  0.934%.  
Sri Lanka is receiving aid from many multilateral and bilateral donors such as the World Bank 
(WB), the Asian Development Bank (ADB), the International Monetary Fund (IMF), World 
Food Program (WFP), International Fund for Agricultural Development (IFAD), United Nations 
Organization (UNO), Japan, China, Korea, United States and others. 
Sri Lanka was colonized by Portuguese and Dutch and partially, especially the coastal area of the 
country from 1505 to 1796, and whole country was colonized by the British from 1815 to 1948. 
These four centuries of colonialism highly affected for the country’s economy and life-style as 
well. The agricultural economy has been changed to commercial plantations by introducing tea, 
rubber and other commercial crops while living patterns were changed to the western style. 
People’s demands increased rapidly and expectations became too ambitious. The simple life has 
been converted to one that is complicated and competitive. Sri Lanka was able to declare  
independence by 1948 and in 1972, she became the Republic of Sri Lanka.  From 1948, the 
country was administered by her own political leaders, appointed through general elections and 
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from time to time used many different development plans for the country’s  economic well being. 
But Sri Lanka suffered from a huge terrorism problem for almost three decades up to 2009, until 
Liberation Tigers for Tamil Elam (LTTE) was defeated by the government military forces.  She 
has lost several thousands of people and billions of dollars property due to the unethical terrorist 
attacks while spending a very large amount of money for security.  
In addition to the LTTE terrorism, there were another two presto of political unrest in 1971 and 
1989, especially in the southern part of the country under the leadership of a radical political 
party. That political unrest led to losses of more than 60,000 young people in 1989 as well as 
billions in property. It made a very bad environment for education as many activists come from 
universities and high schools. The government universities closed for more than three years due 
to the unlawful activities of young activists, and this caused the huge unrest among educated 
young people. In 1994, that particular political party also engaged the democratic political stream 
by contesting the election.   
Natural disasters also affect the country’s development heavily as in 2004 tsunami waves struck   
the country and destroyed almost forty thousand (40,000) people and billions of property within 
few hours. The several emergency response mechanism were enacted following day of the 
tsunami to expedite the relief activities and later three new task forces comprising representatives 
of the public and private sectors were also formed under presidential secretariat: Task Force for 
Rescue and Relief, Task Force for Rebuild the Nation, and the Task Force for Logistics and Law 
and Order. At the district level, Disaster Management Authorities appointed to coordinate local 
relief efforts. They all together implemented the recovery process within limited period. 
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All the above unrest and terrorism occurred due to the economic and development strategies used 
after independence. In the early 1970s, the government introduced a close economic policy and 
much concentrated on import substitution and local production.  People who engaged in 
agriculture and small businesses enjoyed better income and there was no competition for them. 
Many welfare programs had been also implemented. But, in 1977 with the government change, 
the new government changed the economic system 360 degrees towards on open economy. With 
open economic practices the government was not able to accommodate people’s needs such as 
employment, and the agriculture sector also faced a trouble with imports. Then, young people 
became hopeless and some other radical political streams were able to lead them against the 
government.  
But the government was able to continue remarkable economic growth though it was not 
distributed perfectly among the people. The majority was not satisfied with this situation as they 
were not able to achieve their expectations.  
Though Sri Lanka had a stable government she was not able to continue the development process 
successfully due to terrorism. Meantime, in 2005 the current President Mahinda Rajapaksha was 
elected and he was able to motivate Sri Lankans against the terrorism while implementing a 
“Humanitarian operation” to rescue the people from terrorism, very strategically, which ended up  
victorious over the long time terrorism by mid of 2009.  Now Sri Lanka is free of fear and 
politically stable, the government is also stable as well as strong.  
So, the current issue in Sri Lanka in terms of the development is how to convert the economic 
growth to economic development for the benefit of majority. Economic growth of Sri Lanka 
increased due to some industries and businesses but it was not able to increase the availability of 
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day to day needs of general public. In Sri Lanka context, it is an important requirement to 
provide more convenient access to basic facilities for general public. Then only Sri Lankans can 
enjoy the rapid increase of country’s economy. 
 
3.2     Research Design 
 
A complicated econometric method is not required as I do not suppose to use large amount of 
data. The descriptive statistical method may be sufficient in this analysis because it is focused on 
the last 20 years (1990-2009) data on Gross Domestic Production as a measurement of the 
economic growth of the country. HDI would be used to measure the economic development of 
Sri Lanka. SPSS is to be used for the estimation of the correlation among the variables while 
using T- test for hypothesis testing. This particular method may be useful to analyze the data in 
terms of my research questions and to find a significant answer to them.  
3.2     Sources of Data 
 
This study is mainly designed on secondary data which are available in text books, journals, 
economics periodicals, magazines, donor reports, annual reports of Central Bank of Sri Lanka 
and relevant websites. Many data have been extracted from the OECD website and Department 
of Statistics of Sri Lanka as well as the Department of External Resources of Sri Lanka.  
3.3 Data collection and analysis of data (Method and Variables)  
 
Foreign aid from donor countries and agencies (Official Development Assistance), received by 
Sri Lanka annually, from 1990 to 2009 and per capita GDP estimated according to the 
Purchasing Power Parity (US$ PPP) during the same period are used as variables for the 
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collection of data.  This data are used to determine the relationship among the variables 
(economic growth and foreign aid). 
The Human Resources Development Index (HDI) and foreign aid received by Sri Lanka in the 
same period are used to determine the relationship between economic development and foreign 
aid. HDI is the measurement for well being of the people or economic development level of the 
country. HDI is a standardized measurement for the life expectancy, literacy rate, education, and 
living standards per capita GDP of the countries all over the world. That is a standard means in 
terms of the measurement of the well-being of people. The HDI is being used to determine the 
level of the development of the country such as less developed, developing, and developed. And 
also it is used to see the effect of economic policies on quality of life.  
The HDI is calculated based on the data of life expectancy, per capita GDP (U$$ PPP) and 
educational accomplishment. The HDI score is required to be between 1 and 0. Score of 0, 
indicates that there is no human development and a score equal to 1 means that there is maximal 
human development. In general, to transform  raw variables, say X in to a unit free index 
between 0-1 (which allows different indices added together) the following formula is used. The 
following is the old methodology used by UNDP up until its 2009 report.
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 UNDP Human Development Report 2009. 
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Where the min (x) and max (x) are the lowest and highest values the  variable x can attain 
respectively. The HDI then represents the uniformly weighted sum with  1/3  contributed by each 
of the following factor indices :  
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In this study, I used the NEW METHODOLOGY of calculating HDI introduced by the UNDP 
report 2010.
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  The following three indices are used.  
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LEI =  Life Expectancy Index 
EI =  Education Index 
I I =  Income Index 
HDI =  Human Development Index 
 
Note : Indicators presented here follow the new methodology introduced by UNDP  
Source : UNDP Human Development Report 2010 
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There are three fundamental proportions of HDI: a healthy and long life, knowledge, and higher 
standard of living. The HDI is an average of them. 
The three major dimensions of  human development such as a healthy and long life, knowledge, 
and decent standard of living  are explained by HDI. 
 A  healthy and long life  :  This is measured by using life expectancy at birth which is a 
proxy for other health conditions such as  infant mortality, under five- years mortality, 
adult mortality, maternal mortality and more.  
 Knowledge: Adult literacy rates and  gross enrollment of schools (enrollment of primary, 
secondary and tertiary) were considered as a measurement of knowledge up to 2009. But 
in 2010 UNDP introduced new measurement, which includes expected years of schooling 
and mean years of schooling.  
 Decent standard of living: The measurement is an income index which uses GNI  per 
capita (PPP) to construct the index.  In HDI income serves as a surrogate of all the 
dimensions of human development, but does not explain a healthy long life or knowledge. 
Income is adjusted to achieve better levels of human development but does not require 
unlimited income.  
For the purpose of HDI calculations UNDP has introduced an index for each and every 
dimension. The minimum and maximum level of the all three dimensions is valued zero to one 
(0-1).  Based on this HDI value,  it is possible to measure human development of the particular 
country.  From 2010, the goals for calculating HDI were adopted as shown in the following table.  
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Table 3.1 : Goal posts calculation of HDI  since 2010 
 Maximum Minimum 
Life Expectancy at birth 83.5  20.0 
Expected years of schooling  20.6 0 
Mean years of schooling 13.2 0 
GNI per capita (PPP)in US$ 108,211 163 
Source: UNDP Human Development Report - 2010  
Table 3.1 indicates the minimum and maximum levels of the goals for calculating indices such as 
life expectancy at birth, education index, and income index.   
3.4 Scope of the study 
 
This study covers only the Official Development Assistance received by the government of Sri 
Lanka from bilateral and multilateral donors. It doesn’t concern foreign direct investment and 
other private assistance, aid received by NGOs and civil society organizations. So, all data is 
relevant to the ODA only.  
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CHAPTER FOUR 
ANALYSIS OF DATA 
 
This chapter presents the collected data from various sources and does the analysis by using 
descriptive and inferential methods. Every effort is focused to determine the relationship 
between foreign aid and economic development and economic growth of Sri Lanka. 
 
4.1 Descriptive Analysis  
 
Table 4.1: Net disbursement of Official Development Assistance (ODA) to Sri Lanka during 
1991 to 2009 from all donors 
 Year Amount in current price 
(US$ Million) 
1990 728.34 
1991 889.08 
1992 639.61 
1993 661.05 
1994 600.86 
1995 553.8 
1996 486.26 
1997 330.79 
1998 424.23 
1999 261.98 
    
   Source: Organization for Economic Cooperation and Development (OECD),Statistics 2010. 
 
 Year Amount in current price 
(US$ Million) 
2000 274.54 
2001 340.67 
2002 343.15 
2003 671.36 
2004 506.15 
2005 1155.11 
2006 786.24 
2007 612.68 
2008 730.39 
2009 703.75 
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Table 4.1 indicates that the total ODA to Sri Lanka in 1990 was US$ 728.34 million and it 
declined to   US$ 261.98 million  in 1999. The flow of ODA increased again gradually from 
2001 and in 2005 it was US$ 1155.15 million which was the highest amount of  ODA received 
in the study period. But again it shows a slight decline to US$ 703. 75  million in 2009.  
Table 4.2 : Gross Domestic Production (GDP)of Sri Lanka during 1991 to 2009  
 Year Amount in current price 
(US$) 
1990 8,032,551,173 
1991 9,000,362,582 
1992 9,703,011,636 
1993 10,338,679,636 
1994 11,717,604,209 
1995 13,029,697,561 
1996 13,897,738,375 
1997 15,091,930,836 
1998 15,794,972,847 
1999 15,656,342,016 
  Source: World Bank Database – www.dataworldbank.org. 
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 Year Amount in current price 
(US$) 
2000 16,330,810,304 
2001 15,746,224,410 
2002 17,102,623,876 
2003 18,881,765,437 
2004 20,662,525,941 
2005 24,405,791,045 
2006 28,267,410,543 
2007 32,351,184,234 
2008 40,715,249,700 
2009 42,067,965,895 
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The above table consists of data on the GDP of Sri Lanka during the period of 1990 to 2009 and 
the data shows the gradual increase of the DGP within this study period except for a slight drop 
in 2001. In 2001 GDP dropped due to some specific reasons related to the terrorism in Sri Lanka. 
The closest reason was the terrorism attack on Bandaranayake International Air port  and an 
attack on  oil reservations which badly affected to the country’s economy.  
Table 4.3   ODA and GDP figures for Sri Lanka during 1990 and 2009 at the current price in 
US$ million.  
Year ODA figures (US$ millions) GDP figures (US$ millions) 
1990 728.34 8,032 
1991 889.08 9,000 
1992 639.61 9,703 
1993 661.05 10,338 
1994 600.86 11,717 
1995 553.8 13,029 
1996 486.26 13,897 
1997 330.79 15,091 
1998 424.23 15,794 
1999 261.98 15,656 
2000 274.54 16,330 
2001 340.67 15,746 
2002 343.15 17,102 
2003 671.36 18,881 
2004 506.15 20,662 
2005 1155.11 24,405 
2006 786.24 28,267 
2007 612.68 32,351 
2008 730.39 40,715 
2009 703.75 42,067 
Source: Established from table 4.1  and  4.2 
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The above table is the combined values of GDP and ODA calculated at the current prices as 
there is no possible way to get GDP value at constant prices over the study period of twenty 
years. All the figures are in US$ millions. 
Table 4.4 Human Development Index (HDI) of Sri Lanka from 1990 to 2009  
Year LEB EYS MYS GNI/PC(PPP) LEI EI II HDI 
1990 69.42 11.3 6.87 1,430 0.782 0.562 0.334 0.528 
1991 69.5 11.3 6.87 1,520 0.783 0.562 0.345 0.533 
1992 69.5 11.3 6.88 1,620 0.783 0.562 0.353 0.538 
1993 69.5 11.3 7.0 1,750 0.783 0.567 0.365 0.545 
1994 69.5 11.3 7.1 1,860 0.783 0.571 0.375 0.551 
1995 69.5 12.0 7.21 1,980 0.783 0.593 0.384 0.563 
1996 69.5 12.0 7.21 2,070 0.783 0.593 0.391 0.566 
1997 69.5 12.0 7.21 2,240 0.783 0.593 0.403 0.572 
1998 70.0 12.0 7.28 2,360 0.791 0.596 0.411 0.578 
1999 70.0 12.0 7.30 2,480 0.791 0.597 0.419 0.583 
2000 70.95 12.0 7.56 2,660 0.806 0.607 0.430 0.595 
2001 71.67 12.0 7.63 2,660 0.818 0.610 0.430 0.603 
2002 72.35 12.0 7.70 2,790 0.828 0.613 0.437 0.605 
2003 72.93 12.0 7.77 3,000 0.838 0.615 0.448 0.614 
2004 73.37 12.0 7.85 3,120 0.845 0.619 0.454 0.619 
2005 73.66 12.0 7.92 3,470 0.849 0.622 0.470 0.628 
2006 73.85 12.0 7.97 3,810 0.852 0.624 0.485 0.637 
2007 73.97 12.0 8.03 4,160 0.854 0.626 0.499 0.645 
2008 74.10 12.0 8.09 4,400 0.856 0.628 0.507 0.648 
2009 74.24 12.0 8.14 4,610 0.858 0.630 0.514 0.653 
Source: Extracted from Human Development Index Reports from 1990 to 2009 and calculation of mine. 
LEB - Life Expectancy at Birth 
EYS  - Expected years of schooling 
LEI – Life expectancy Index 
EI  -  Education Index 
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MYS - Mean years of schooling 
GNI/PC(PPP) - GNI per Capita US$ current 
price 
 
II  -  Income Index 
Table 4.6 explains the real situation in Sri Lanka. She has enjoyed the continuous increase of 
HDI; the standard of living in Sri Lanka has been greatly upgraded. 
 
4.2 Inferential Analysis 
 
4.2.1 Hypothesis I  
H 1: There is a significant relationship between foreign aid (ODA) and economic growth (GDP) 
in Sri Lanka. 
 
Pearson Movement Correlation was counted after submission of Figures on ODA and GDP in to 
the Statistical Package for Social Science (SPSS) spreadsheet. The result of the test is as follows:  
see table 4.5 and 4.6  
 
 
 
Table 4.5: Standard Deviations and Means for ODA and GDP 
 
 N (sample size) Standard Deviation Mean 
ODA 20 224.46912 585.002 
GDP 20 9878.8143 18939.15 
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Table 4.6:  Correlation Coefficient for ODA and GDP 
 
  ODA GDP 
ODA Pearson Correlation 1 0.250 
 Sig (2 - Tailed) - 0.288 
 N 20 20 
GDP Pearson Correlation 0.250 1 
 Sig (2 - Tailed) 0.288 - 
 N 20 20 
 
 
The correlation coefficient of relationship test between ODA and GDP  is 0.250 and it shows that 
there is a very weak relationship between them. The result of the 2 tail test at 05% (0.05) level, 
( + 1.96 ) with N-2 degrees of freedom (20-2 = 18) are as above; 
 
As per the above results calculated, t-value is 0.288 greater than the critical value 0.05. Then null 
hypothesis is accepted and alternative hypothesis is not accepted. It shows that there is no 
significant positive relationship between ODA and GDP in Sri Lanka.   
 
 
 
  
4.2.2 Hypothesis II 
 
H 2: There is a significant relationship between foreign Aid (ODA) and economic   
                     development (HDI) in  Sri Lanka. 
The Correlation Coefficient was computed by using data of  ODA and HDI with the support of  
SPSS. The results are as follows;  
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Table 4.8: Standard Deviations and Means for ODA and HDI  
 
 N (sample size) Standard Deviation Mean  
ODA 20 224.46912 585.002 
HDI 20 0.0404 0.5902 
 
Table  4.9:  Correlation Coefficient for ODA and HDI 
 
  ODA HDI 
ODA Pearson Correlation 1 0.109 
 Sig (2 - Tailed) - 0.646 
 N 20 20 
HDI Pearson Correlation 0.109 1 
 Sig (2 - Tailed) 0.646 - 
 N 20 20 
 
The value of the correlation coefficient is 0.109 which implies that there is a very weak 
relationship between foreign aid and economic development of Sri Lanka. 
 
The computed t-value is 0.646 higher than test level 0.05 thus null hypothesis is accepted which 
shows that there is no significant relationship between foreign aid and economic development of 
Sri Lanka. 
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CHAPTER FIVE 
FINDINGS, DISCUSSION AND RECOMMENDATIONS 
This chapter summarizes the work and makes recommendations based on results of the analysis.   
 
5.1     Findings 
 
5.1.1 Research Question 1 
 
 Is there a significant relationship between Foreign Aid and Economic Growth in Sri 
Lanka? 
Statistics in table 4.1 and 4.2 related to the foreign assistance (ODA) and GDP values for Sri 
Lanka respectively within the period of 1990 to 2009 and the results of  the Pearson Correlation 
calculated from the data presented in the above tables are presented in table 4.6  and 4.7, and 
explain the weak relationship between foreign development aid and economic development of 
Sri Lanka.  
 
5.1.2  Research Question 2 
 Is there a relationship between foreign aid and Economic Development in Sri Lanka?  
Statistics in the table 4.1 and 4.4 related to the foreign assistance (ODA) and GDP values for Sri 
Lanka respectively within the period of 1990 to 2009 and the  results of  Pearson Correlation 
calculated from the data presented in the above tables are presented in table 4.9  and 4.10 have 
indicated the correlation coefficient is 0.109.  This result shows us a very weak relationship 
between foreign assistance (ODA) and  HDI in Sri Lanka. 
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These findings imply that that foreign assistance (ODA) has contributed to the economic growth 
of Sri Lanka but that economic growth  has not been translated to the economic development in 
the sense of human well being in the country.  
 
5.2 Discussion 
 
The statistical evidence of this research shows that there is no evidence for a significant 
relationship between ODA and economic growth or economic development. The relationship is 
very weak according to the statistics. Thus I propose to examine the reasons for this situation and 
why ODA could not contribute significantly to the economic growth and economic development 
of Sri Lanka.  
The main economic sectors of Sri Lanka are apparel, tea export, textile, rice production and other 
agricultural products. In addition to these sectors overseas employment is one of the key 
contributors to the economy. But ODA was not able to make significant changes in these sectors. 
Then the ODA or some other factors such as FDI and domestic investment contributed to the  
Figure 5.1  
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economy at a significant level. Figure 5.1 shows the ODA received from 1990 to 2009, and how 
it fluctuated with time. There was no continuous contribution to the country’s economy.   
Figure 5.2 shows that economic growth in Sri Lanka has continuously, gradually increased from 
1990 to 2009. That suggests that impact of the foreign aid on economic growth is comparatively 
very low.  
In this research I have used HDI as a key measurement of economic development as many 
scholars have suggested. Though the main goal of ODA is economic development of the 
recipient country, Sri Lanka was not able to achieve that goal. Statistics related to HDI reflect 
that the living condition of people in Sri Lanka is quite good but relationship between ODA and 
HDI is very weak and not significant. HDI value has increased annually from 1990 to 2009 even 
though there was a fluctuation in terms of ODA. But figure 5.3 shows the gradual increase of 
HDI. This means ODA was not able to influence significantly the economic development of Sri 
Lanka. 
There are many reasons which explain the above situation within my study. 
1. Amount of foreign aid, especially foreign grants, was small when compared to some 
other countries. For example, in 2009, Sri Lanka received only US$ 703 million foreign 
aid including grants. Usually, the proportion of grant is 25% as per OECD/ DAC 
principles.  ODA accounts for only 1.6 % of the GDP of Sri Lanka and it is a very small 
amount when compared to the some other countries. This amount is not sufficient for the 
development requirements of the country. So, Sri Lanka will seek more foreign aid for its 
development projects in the future. 
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2. When allocating ODA, the Sri Lanka government and donors as well are much concerned 
about the economic infrastructure development and other social sector development 
rather than the development of the SME sector, education, health, or production sector 
any other sectors to contribute to economic growth and economic development. And a 
considerable amount was allocated for action relating to debt. In 2008 – 2009, ODA was 
allocated as follows:  
Education 5%, Health 5%, other social sectors 25% production 3%, economic 
infrastructure 35% and action related to debt 22%.  This shows that allocation of ODA is 
not particularly influential to the education and health development as well as improving 
the income of the people. Though allocated a large amount for economic infrastructure it 
did not directly influence economic growth. But rapid economic growth and economic 
development may not be gained in the process. In that sense, education, health, 
technology, SME and infrastructure sectors should require large amounts of foreign 
assistance to increase their quality. The government concentration on the development of 
high-tech industries, heavy industries, private sector improvement and support for new 
business creations is not at a considerable level. Specifically, private sector motivation 
for economic process is not enough for rapid growth 
3. Sri Lanka has strong recent history of national development plans that provide direction 
for economic development. Many major donors have already aligned with the 
development agenda. Therefore enhancing ownership of the development agenda in this 
sense is not really priority in Sri Lanka. But there is need for more inclusive consultation 
and coordination between government and donors in the process of allocating work or 
projects to donors to ensure that work is in line comparative advantages and capacity. 
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Ownership in more micro- level in terms of design and implementation of the project is 
still questionable. The micro-level involvement is not sufficient. The role of the sub-
national governments and community-base organizations in formulation of national 
development strategies are not at a satisfactory level. These factors can easily decrease 
the effectiveness of the aid.  
4. According to the Sri Lanka country evaluation done by the Institute of Policy Studies Sri 
Lanka, 89% of aid was to the public sector with 77% of aid going through the national 
budget. But only 40% of bilateral aid excluding Japan was to the public sector. Most of 
the traditional donors such as World Bank, ADB and Japan use national systems to a 
greater extent than other bilateral donors. But still there is a gap between many bilateral 
donors and Sri Lanka’s development agenda. It is a bad effect for the high performance 
of the aid.  
5. Coordination amongst donors and coordination between government and donors are not 
at satisfactory level. (Example: Sri Lanka Paris Declaration (PD) report has found that 
donors fell short of meeting PD targets in 2005 with only 16.5% of  236 missions that 
year being coordinated amongst donors and 52.3% donor analytic works were 
coordinated. Instead of the donor-led coordination government can maintain choices 
amongst donors, and thus be able to strengthen its own bargaining position. But the 
government does not have such a schedule for government- led harmonization though 
that harmonization can achieve both ends of government prerogative of donor selection, 
whilst contributing to the reduction of transaction costs associated with multiple missions, 
systems and reporting procedures.  
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Due such minimal less harmonization, the communication channels between government 
and donors are far perfect. This means that foreign aid is less effective in Sri Lanka. 
6. Managing for development results and Mutual accountability are two issues very much in 
line with Sri Lanka’s priorities for enhancing effectiveness. But government has not 
taken sufficient measures yet to broaden the stakeholder engagement in formulation of 
national development strategies, result-based budgeting and, enhanced review 
mechanisms and evaluations of performance. The Department of Foreign Aid and Budget 
Monitoring has taken steps to enhance transparency and publicize information. But it is 
not sufficient in the current context of Sri Lanka. The provision of avenues for the people 
who are benefitted or affected by projects to participate in review and evaluation 
activities is not scheduled well. There are many barriers against it in the current system. 
This situation may not lead to better performance for foreign aid efforts. 
7. Poor management of foreign-funded projects is also the another weak area of the Sri 
Lanka case. PMUs are not capable enough to complete the projects within the designated 
period and with high quality in order to gain benefits of rapid development. Some 
projects have taken more than double the initially specified period to complete them.  
8. The year 2009 debt service payment is almost US$ 900 million. But in 2009 Sri Lanka 
had received only US$ 703 in million foreign aid. This shows the relationship between 
aid and debt service payment. Some years Sri Lanka has to pay more than the amount she 
received in the year. This situation does not make a good environment for utilization of 
foreign aid for the development of the country. This is a one big issue in Sri Lanka in 
terms of foreign assistance and its effectiveness.  
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9. The foreign aid utilization rate is also not at the expected level in Sri Lanka. According to 
the Sri Lanka foreign aid administration bodies this rate should be 20% per annum but 
the reality is on average 16 % per annum during the past several years. Therefore 
utilization of foreign aid is not as productive as expected.  
10. The government and donor agencies have failed to complete necessary domestic reforms 
to enable an increase in the effective usage of foreign aid. Tendering and implementation 
of projects funded by foreign donors are not transparent. There are many malpractices 
behind these activities. Many contractors have good relationships with government 
officials as well as with donor representatives. They use those relationships to make these 
businesses more favorable to them. Due to these practices, almost 10% of the foreign 
assistance may not be utilized for the particular projects. It causes a decrease in the 
productivity of the aid. Institutional capacity for monitoring and evaluation donor funded 
project is also not at sufficient level. In the meantime, coordination between government 
agencies is also weak and it makes high transaction cost. There is no sufficient effort for 
the maintenance of past projects, this reduces the effectiveness of the investment. And 
lack of domestic counterpart funding is also one of the major causes for poor aid 
absorption in Sri Lanka which reflects the fiscal stresses of the country. 
11. During the last three decades Sri Lanka was suffering from terrorism which had a  very 
negative impact on the economy. As a result of the terrorism activities, many foreign 
donors have also been concerned about humanitarian assistance rather than economic 
activities. Many donors also funded rehabilitation, reconstruction and immediate relief 
assistance for the people who were suffering due to the war against the terrorism. So, 
during last three decades large amounts of foreign assistance were spent for the above 
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mentioned activities. But there was no positive impact on economic growth and 
economic development. It was just relief for the suffering  people only.  
Though foreign aid does not have a significant relationship with economic growth of Sri 
Lanka, economic growth increased in Sri Lanka during the research period of 1990 to 2009,  
but gradually. Foreign direct investments and local investments have had a considerable 
influence on the country’s economic growth. Traditional industries such as tea, minerals, 
gems and other minor crop exports have increased during the above period but there was no 
direct relationship with ODA. Foreign aid has not much contributed to the development of 
those industries within the period studied. The government policies on the private sector 
issues, tax policy, land policy as well as government support for private sector were key 
factors of economic growth. Example: In the early 90’s the government introduced a good 
package for the apparel industry in Sri Lanka. One government launched a 200 garment 
factories project which succeeded very well. In addition, a government package for free trade 
zones also was attractive and many investors were motivated to invest in Sri Lanka. Now the 
apparel export sector produces the highest export income of the country.  At same time, 
traditional industries were also supported by the government and they have received many 
concessions for their development.  
In addition, the government has supported the agriculture sector of the country by providing 
subsidies for fertilizer, equipment, and has invested money for the purchase of paddy harvest 
as well. These kinds of government interventions have motivated people to engage more in 
the agriculture industry in the last few decades. It has increased the production of the sector 
while contributing at a significant level to the country’s economy. Involvement of ODA in 
this process was not significant and there was no positive influence of ODA on the agriculture   
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sector.  Figure 5.2 shows the gradual increase of the growth of Sri Lanka’s economy. 
The government’s strategies focused on economic processes more helpful to expand the 
economy and achieve the high economic growth to around 7% per annum during last two 
decades. HDI shows gradual increase during the 20 years subjected to this research, though 
empirical analysis found that there is no significant relationship between foreign aid and 
economic development (HDI). Foreign aid had not contributed significantly to the increase of 
HDI in Sri Lanka. Specially, in the education and health sectors, ODA’s contribution is 5% 
each and it is not enough investment to make a difference. But due to the free education and 
health system in Sri Lanka, the country’s education level and health condition is 
comparatively high. Sri Lanka has provided free health and education for its citizen for the 
past six decades. Accordingly, every citizen is able to receive free health service for life and 
students can have free education up to bachelor’s degree level. Students have been able to get 
school textbooks and uniforms also 1990. Patients can have all medical treatment at 
government hospitals free of charge and some time government support to patients to have 
treatment abroad as well if it is necessary. These free facilities made remarkable contribution 
to HDI. But is not an impact of economic growth. As the government spends a lot of money 
for these sectors they are able to provide better services for its citizens. That caused the 
increase of  HDI in Sri Lanka. That means economic development in Sri Lanka shows only a 
gradual increase as HDI is the major indicator of economic development. (see figure 5.3)  In 
addition, as per the world happiness index Sri Lanka is in 22
nd
 place.
21
 This is a better 
achievement. The economy cannot provide everything for the people but people are satisfied 
with whatever they receive without claiming many things. This is because of the Sri Lankan 
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 World Happiness Index Report 2010.  
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culture’s connection with Buddhism throughout its history. People are always satisfied with 
the simple life style. People are happy because of their habit, not because of economic 
development.  
Sri Lanka has considerable economic growth and economic development while people have a 
considerable level of happiness. But, ODA has not generated a significant relationship with 
economic growth, economic development and happiness of the people of the country.  
Figure 5.2 
 
Figure 5.3 
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5.2    Recommendations 
 
Since there is no strong relationship between the foreign aid and economic growth and economic 
development in Sri Lanka the government and donors both have to reconsider the process of 
foreign aid in Sri Lanka. The government should consider mainly three factors for the better 
utilization of foreign aid: upgrading health services, education, and increasing people’s income. 
These will contribute to the economic development of the country. Actions related to economic 
growth also should be considered closely as it is important for increasing the income of the 
people. The major challenge is “how government can use foreign aid for these purposes in 
correct way and what government has to do for it.” The following proposals will be effective for 
better utilization of foreign aid for economic growth and economic development of Sri Lanka:  
1. Increase amount of aid – Increase the motivation of the donors for funding by submitting 
better development proposals to increase the amount of foreign aid. Then Sri Lanka is able 
to invest more dollars for the economic growth and social development projects. 
“Consistent with the uneven effect of public expenditure across the poverty indicators 
used, the coefficient estimate on aid which now includes its indirect effects through public 
pro-poor spending suggests that an additional 10% of foreign aid enhances human 
development by about 1%.”22 This would be very important in Sri Lanka’s development 
context. 
2. Improved Targeting of Aid – Poor targeting of aid projects is a direct impediment to aid 
effectiveness.  To increase the level of correct targeting it is required to have better 
consultation with all stakeholders.  Then it is possible to target beneficiaries well which 
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 K. Gomanee and O. Morrissey, “Evaluating Aid Effectiveness against a Poverty Reduction Criterion”.  DESG 
Conference  paper, Nottingham,  (2002).  
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would lead to making a better environment for the people. Example: Post-tsunami 
recovery experience in Sri Lanka. 52 % of fishing households that lost their boats did not 
receive the boat aid transfers but non-traditional households received boat aid. That was a 
problem of targeting. 
3. Ownership – Sri Lanka has a strong recent history of national development plans that 
provide direction for economic development. Therefore enhancing ownership of the 
development agenda in this sense is not a priority in Sri Lanka. But ownership is needed 
more at the micro-level in terms of design projects and implementation. Also increased 
role needed for sub-national governments, community organizations in formulation of 
national development strategies. 
4. Alignment – According to the Sri Lanka country evaluation, 89% of aid was to the public 
sector with 77.6% of aid going through the national budget. National procurement systems 
were utilized half of the time with 40% of bilateral donors not using national procurement 
agency guidelines, all which were bilateral donors. Approximately half of the donors in 
Sri Lanka’s project development evaluation used parallel implementation units. In the 
short term PIUs are useful to fill in capacity gaps but in the medium term they should be 
phased out or absorbed into national systems. 
5. Harmonization - In Sri Lanka’s context, coordination among the donors is very low, 
approximately 20%. However, by avoiding donor-led coordination, the government can 
make choices amongst different donors, and is thus able to strengthen its own bargaining 
position. Government-led harmonization could achieve both ends of maintaining 
government prerogative of donor selection, whilst contributing to the reduction of 
transaction costs associated with multiple missions, systems and reporting procedures. 
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Such harmonization required improved communication channels between government and 
donors. The annual development forum is insufficient.
 23
   
6. Managing for development results and multi accountability – These two issues should 
be very much in line with Sri Lanka’s priorities for enhancing aid effectiveness. Broader 
stakeholder engagement in formulation of national development strategies, results-based  
budgeting, enhanced review mechanism and evaluations of performance are promptly 
required. It is important to provide avenues for those benefiting or affected by projects to 
participate in review and evaluation activities.  
7. Domestic reform priorities –  
o Institutional capacity – It is an urgent requirement to upgrade the institutional 
capacity of the investment agencies dealing with donors in terms of capacity for 
monitoring and evaluation and donor-funded projects. Also, ownership of the 
project conceptualization, implementation is contingent on capacity within 
respective line ministries and implementation agencies.  
o Coordination among government agencies – The transaction costs increased as a 
result of a government responsibilities spread across many agencies. Therefore 
the project implementation process should be streamlined.  
o Demarcation of responsibilities between central and sub-national governments –
Sub-national governments have been given principal subsidiary for project 
implementation under the foreign aid. But again there are issues of capacity and 
coordination failures. So there should be clarity in the demarcation of 
responsibilities.  
                                                          
23
 Annual development forum – This is an annual forum for consultation between donors and the government. 
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o Domestic counterpart funding – One of the major causes for poor aid absorption 
in Sri Lanka had been delays in provision of counterpart funding  which is 
reflective of fiscal stresses in Sri Lanka. This should be corrected as soon as 
possible for better absorption of aid. 
o Lack of emphasis on maintenance – In the past many projects have not had 
sustainable measures to ensure continuity of effectiveness of outcomes. So joint 
measures are needed to invest in financial and human resources dedicated to 
maintenance.  
o Transparency - Government agencies such as the Department of Foreign Aid and 
Budget Monitoring, and multilateral donor websites make public evaluations of 
past projects in terms inputs, time frames and objectives, as well as benchmarked 
against performance. It should be rolled out for all donor funded projects. 
8. Foreign aid can be utilized for the development of the private sector very significantly. 
Republic of Korea in 1960s and 1970s. It may cause to increase the economic growth 
while making a good window for people to find their livelihood.  
9. One of the most important issues is debt relief. In case of Sri Lanka, it is highly 
recommended to appeal for debt relief from the donors to facilitate to better usage of 
current foreign assistance. As well as we have to have some measures for reduction of cost 
related to the action related to foreign aid.  
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CHAPTER SIX 
CONCLUSION AND SUGGESTIONS FOR FUTURE STUDIES 
6.1  Conclusion 
Whether foreign aid leads to economic growth and economic development of a country is still 
questionable and many aid practitioners are debating the issue.  But one thing is clear: that the 
impact may be significant or insignificant based on the country subject to study, aid type, 
methodology used and duration of study.  
In the case of Sri Lanka, foreign aid does not lead to rapid economic growth or economic 
development as there is no significant relationship between them, at least during the twenty years 
covered in this study.  
But working with the recommendations made above may make it possible to increase the degree 
of relationship between foreign aid and economic growth and economic development in Sri 
Lanka in long run.    
 
6.2 Suggestions for further studies 
 
Due to the importance of this particular subject, I am suggesting to carry out further studies in 
related to the following fields.  
i. Effective utilization of foreign assistance in Sri Lanka 
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ii. Less performance of the development institute and its impact on the development 
of Sri Lanka 
iii. Unrealistic planning for the utilization of foreign aid and its impact on the 
economic development of  Sri Lanka. 
iv. Transparency and good governance, and its relationship with utilization of foreign 
aid for the development of Sri Lanka.   
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